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THE REDISCOUNT FUNCTIONS OF THE 
REGIONAL BANKS- 

FRANK A. VANDERLIP 
President, National City Bank 

WE heard Chairman Owen say yesterday that among 
other things it will be the function of the twelve re- 
gional banks proposed to be established by the bill 
which bears his name to loan to member banks, through redis- 
counting for them. Not sometimes, but always and under all 
circumstances, we are told, the member banks will be able 
to rediscount at the federal reserve bank. That is a very 
alluring proposition to a banker. A banker who can look 
into the future and know with absolute certainty that under 
any circumstances, he can rediscount commercial paper in his 
portfolio will have removed from his life a good deal 
of fear. If this measure will do that, do it continually, per- 
sistently, it is a marvel that any banker is opposed to it, be- 
cause the advantage accruing would certainly be very great. 

Let us see what it means. It means that commercial paper 
will become the most liquid asset in the bank's portfolio. Ac- 
cording to the practise of American banks, a loan once made to 
a commercial borrower must remain in a bank's portfolio until 
the loan matures. The exception to that is in the case of 
country banks which may rediscount to a limited extent with 
their city correspondents; but the large banks cannot redis- 
count. Not only is there no place for them to go, but it would 
be considered an exhibition of weakness. Hence a loan made 
to a commercial borrower by a large bank is a complete ab- 
sorption of that portion of the bank's loanable funds until the 
maturity of the loan. If banks in the future, under this 
measure, can always borrow, then the type of commercial 

'Address at the meeting of the Academy of Political Science, October 15, 1913. 
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paper that the bill permits as collateral for such loans becomes 
the most liquid asset that the bank could have. 

Another result will however come from this. At the 
present time, as I have said, a loan must be held until 
maturity. One of the great needs of this country is a 
discount market, a market in which we can buy and sell com- 
mercial paper that has been endorsed by banks, so that the 
credit of the original maker is not taken much into consider- 
ation. We need to create a situation so that banks will buy 
and sell commercial paper in that market; so that they may 
buy one day and perhaps sell another day soon after, as we 
now make call loans one day and possibly call them the next 
day if our position changes. The existence of a discount mar- 
ket of that character would, I believe, be of the utmost import- 
ance to commerce as well as to the banks of the country. 
It is impossible to have such a discount market here without a 
central bank fully qualified to meet the responsibility that a 
central bank should bear; that is to say, in the last resort to 
rediscount commercial paper. We are willing to invest 
our funds in commercial paper under that condition. If we 
know that when we need partially to liquidate our portfolio, 
and the market will not repurchase commercial paper, we can 
go to the central bank and have that paper rediscounted, we 
can then afford to buy it. It is the ability to go ultimately to 
the central bank for discounts that will create the discount 
market. 

The advantage of a discount market will be that we 
shall no longer have to keep a great amount of funds 
in call loans based on stock- exchange collateral. With a 
minimum reserve fixed by law, all banks naturally run 
pretty close to that minimum. This means that they must 
have some part of their loanable funds in a form in 
which they can readily convert them into cash; that is what 
we call the line of secondary reserve. To-day we are 
forced to carry this line of secondary reserve in loans upon 
stock-exchange collateral, because that is the only type of loan 
which is immediately convertible into cash. That type of loan 
is all right in ordinary times, because it is immediately conver- 
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tible into cash. It is however exactly the opposite of the ideal 
bank loan in that it has no self-liquidating quality. The only 
way the loan can be paid is by shifting it, either directly or 
through the sale of the collateral. There is no self-liquidating 
quality about it, and while it is satisfactory in ordinary times, 
it is full of the gravest danger at a time when it becomes 
impossible to shift it. If we rediscount commercial paper 
in the way Senator Owen has outlined, we shall no 
longer feel under the necessity of carrying large amounts of 
stock loans; there would be liberated for commercial uses 
here in New York several hundred millions of dollars. Money 
now devoted to stock loans belongs to the loanable funds of 
both New York and out-of-town banks, for many out-of- 
town banks come into our call-loan market, their loans reach- 
ing two or three hundred millions. 

A discount market will at times attract foreign capital, be- 
cause it will create paper of a form suitable for the use of 
foreign banks. At present there is practically no loaning of 
foreign capital on American commercial paper. 

That it is very desirable to create a central bank or banks 
that will have the power always to loan to member banks, is 
obvious. If this measure will accomplish it, it will bring 
lower commercial rates for the whole business community of 
the United States. It will accomplish a leveling process; 
rates will go up somewhat in the cities and down in the country 
districts; that is to say, there will no longer be the funds 
devoted to the very low rate stock-exchange loans that we 
now have, and those funds, going into commercial borrowing, 
will tend to lower the general level of the commercial rate. 
It will become easier to transfer funds from one community 
where there is an overflow of loanable funds to another where 
there is strain. All these results would be accomplished, not 
because banks would continuously go to these central banks 
and borrow money, but because they would have a place 
to which they could go as a last resort. They would not 
want to go there normally; they would not expect to borrow 
money at a low rate from the central banks and re-loan it at 
a higher rate; but the ability, in the last resort, to go there, 
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would give a liquid character to commercial loans, and that 
liquid character would bring the improvements that I have 
outlined. 

So much for the theory. Does the bill meet the specifica- 
tions? Are the principles that must be involved in legislation 
to accomplish this thing in regard to rediscounts, embodied 
in this bill? I do not believe they are. You have already 
heard something in regard to the twelve regional banks. I 
think no clear-minded student of this subject can possibly 
arrive at any other conclusion than that you must have in 
effect a single central reservoir. You may have twelve re- 
gional banks that are so piped together with a force pump, 
as Senator Owen said yesterday, that in effect they become a 
central reservoir. But that is the thing we must have — a 
single central reservoir, whether we get it through twelve or 
four piped together, or whether Congress does what the best 
minds there must know they ought to do, were it not for a 
party platform, and give us a single central bank. 

There are other defects in this bill which I want to refer 
to only in the briefest way, because my attention is to be di- 
rected simply to the rediscount portion of the measure; there 
are however other defects in the bill which would prevent the 
banks from being able to meet their full responsibility for 
rediscounts. I think perhaps the most important of these other 
defects is the character of the note issue, to say nothing of the 
absolute unwisdom of having these notes issued by the govern- 
ment and of involving the credit of the government unneces- 
sarily. I do not believe that the note issue as planned will, 
for a good many years at least, give an elastic quality to our 
currency. We have to-day ample currency for normal times. 
The creation of a new note issue of elastic quality will not give 
elasticity to the total volume of our currency, unless we retire 
a sufficient amount of the existing volume to give play to the 
elasticity of the new issue. I believe that at least half of the 
present bond-secured national bank notes should be retired if 
we are to give by this new note issue a truly elastic character 
to the whole body of currency, and an elastic note issue is an 
essential if the central bank is properly to discharge its re- 
discount responsibilities. 
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1 doubt the wisdom of the present plan of forming the 
Federal Reserve Board. Powers are given to that board which 
are obnoxious. The particularly obnoxious part, the power 
that nearly all bankers object to, is, I believe, an ab- 
solutely necessary one, if we are to persist in the error of hav- 
ing more than one federal reserve bank. Bankers object to 
the power given the Federal Reserve Board to compel one 
federal reserve bank to loan to another. Here is a body of 
men having no financial relation to the capital of the bank, 
who have the power to compel one bank to make a loan to 
another bank. That is obnoxious; it is against all our ideas of 
a proper safeguarding of credit ; but it is absolutely essential if 
we are to have in effect one reserve reservoir. If you have 
twelve regional banks you must bring about this one reservoir 
by piping these banks together, and to do that you must give 
to the Federal Reserve Board power to compel loans. 
Whether or not banks will accept a plan which puts this 
power, both obnoxious and necessary, into the hands of such a 
political board, remains to be seen. It cannot be a success 
without the cooperation of the banks. Not only must enough 
banks go into the system so as not to destroy the present 
national system, and give a sufficient membership to lend char- 
acter and standing to the new scheme, but they must go into 
it with some fair idea that it will be a success, not with 
the temper of mind that will lead them to run at the very 
first indication of anything going wrong with the system. 

It would take me too long to go into the details of my 
various objections to the bill, and I do not want to give you 
an idea that I object to it in toto. As a matter of fact, I 
am extremely favorable to about eighty per cent of it. I 
believe it is of the utmost importance to the country — more 
important to borrowers and laborers than to bankers — to have 
some correct legislation. I think the principles have been 
pretty well understood by the framers of this bill. I think 
in the main they have followed them, but not followed them 
to a conclusion. They have recognized the need of a central 
reserve reservoir and have given us twelve reservoirs with a 
forced joining together. They have recognized the desir- 
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ability of a bank-note issue and have given us a federal note 
issue to be loaned to the banks. I think the bill can be 
amended so that it will accomplish the thing that Senator 
Owen said a central bank ought to accomplish, — the creation 
of a bank or banks that can always discount for the 
member banks. As the measure stands this, will not be ac- 
complished. 

It provides that ninety-day paper, created in commercial 
operations, shall be the basis of this rediscount. This I believe 
is a correct provision. Under certain favorable conditions of 
the reserve held by the federal reserve bank, one hundred 
and twenty day paper may be rediscounted, and permission is 
given to rediscount one hundred and twenty day paper up to 
fifty per cent of the paper so rediscounted. This percentage 
is too high. Not over twenty-five per cent, at most, of the 
paper in a bank's portfolio should be one hundred and twenty 
day paper. 

The exclusion of stock-exchange loans from rediscount is 
an absolutely correct principle. If bankers were selfish, if 
they were looking at this thing from the point of view of 
profit rather than from the standpoint of correct economic prin- 
ciples, they would not say that ; but I believe bankers almost 
universally recognize that it is only loans of the self-liquidat- 
ing character that may properly go into the portfolio. 

There is embodied in the bill a clearing-house scheme which 
I believe can be made of enormous importance. It is the 
cause of objection on the part of some country bankers. 
I think possibly the charge that this objection is made 
for fear of a loss of profit is justifiable. On the whole, 
however, I believe this national clearing-house scheme is work- 
able. It will entail great detailed responsibility upon the 
federal reserve banks, but it can be worked and it will be a 
great economy to commerce and to the country at large. 

The provision for acceptances seems to me wise, but it should 
be extended to domestic transactions as well as those trans- 
actions connected with the importation or exportation of goods. 
I can only repeat in conclusion my belief in the incalculable 
value to all the people of this country of sound legislation 
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accomplishing what is sought to be accomplished by this 
measure. The measure is not framed to-day to accomplish it. 
It will need a great deal of alteration so that there will be a 
fair chance that it will accomplish it, and I am hopeful that 
the necessary alteration will be made. 

Discussion of Mr. Vanderlip's Address 

Mr. John A. Perrin : 

There are obvious difficulties in carrying out the suggestion which 
you make of the retirement of half the national bank circulation. 
Would not some measure of elasticity arise by reason of the ab- 
sorption of the gold in circulation through the current transactions 
of the individual banks with the federal reserve bank, — a stream 
of money running into the bank carrying some gold and a stream 
out of the bank never carrying gold, except in negligible instances? 
This would result in a considerable retirement of the gold certificates 
that are now serving the uses of paper money. Would there not 
in that way be created a void into which the new notes would be 
injected, and would they not be issued in volume sufficient to permit 
of possibly as much elasticity as through the retirement of half the 
national bank circulation ? 

Mr. Vanderlip : 

I do not believe so. Of course there would be a tendency for 
gold to flow into the federal reserve bank, and for bank notes to 
flow out. But remember that we have now a total volume of cur- 
rency absolutely ample for every ordinary need we have. There is 
nothing on which legislation will have so little influence as on the 
volume of currency in the pockets of the people. The people 
determine that. That currency ought to be a bank-note currency, 
almost wholly or wholly. The gold ought to be in the reserve, 
and the amount in the pockets of the people, which is a variable 
amount, but which is not varied by legislation, ought to be varied 
by the redemption of bank notes and the issue of bank notes as the 
need of the people for pocket money increases or decreases. You 
have suggested a great difficulty in retiring half the national bank 
notes. Instead of there being great difficulty. I believe that such 
a change offers a great opportunity to give to these federal reserve 
banks a security almost essential to their successful operation. 
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Mr. Perrin : 
The difficulty is in getting legislation to bring that about. 

Mr. Vanderlip: 

The legislation should be embodied right in this bill, and I am 
very hopeful that it will be. I had the honor of presenting a bill 
to the committee last week which, briefly, was this: that federal 
reserve banks should purchase from national banks one-half of the 
two-per-cent bonds now in circulation ; that they should exchange 
these for new three-per-cent one-year notes of the government, 
agreeing to renew these notes at maturity each year for twenty 
years. When these two-per-cent bonds were purchased, two hun- 
dred millions cr thereabouts in amount, that volume of national 
bank notes would be retired ; it would be replaced by the new 
federal reserve treasury notes which the federal reserve banks would 
issue, having as the basis for these notes at first the new one-year 
treasury notes, and ultimately putting paper in place of the treasury 
notes, thus leaving the treasury notes free in their portfolio. A one 
and one-half per cent tax would be levied on these notes, which 
tax might have a lien prior even to the dividend right of the 
stockholders. That tax would reimburse the government for the 
loss of the one-half per cent on the tax of the present national 
bank notes and the one-per-cent increase in rate upon two-per-cent 
one-year notes. This would accomplish, first, the retirement of a 
sufficient volume of national bank notes to leave room for true 
elasticity; but, of quite as much importance, it would accomplish 
this — it would put into the hands of the federal reserve banks a 
bankable paper of the highest type ; that is, a government note of 
short maturity, which would be available in any market of the 
world, which they could use in our domestic markets by selling to 
check expansion, thus drawing in to themselves the reserve from 
outside banks, and which would be an ideal thing to use for bringing 
in gold, or checking an export movement, thus controlling the ex- 
change situation. I believe there is an opportunity to do these es- 
sential things in this one act. 

Mr. Perrin : 

May I ask one other question? The paper is obviously only as 
good as its character makes it. To make paper eligible for re- 
discount does not necessarily make it liquid paper. Very much of 
the paper — practically all of the paper in the banks at the present 
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time throughout the country generally — is accommodation paper. 
Is it possible, if the privilege of a domestic acceptance were ac- 
cepted and included in the bill, that the type of bank acceptances, 
or acceptances upon large insurance policies could be brought into 
existence in any considerable volume so that it might form a rea- 
sonable percentage of the paper in the portfolio of banks generally? 

Mr. Vanderlip: 

Your statement that nearly all the paper in the banks to-day is 
accommodation paper you hardly mean, I suppose. In answer to 
your question, I think there is a strong probability that the banker 
in the course of his business would become accustomed to this new 
privilege of acceptances and that we should do a business similar 
to the business done in England in acceptances. 

Professor Sprague : 

The backers of the idea of many regional banks are constantly 
referring to the fact that there are a number of central banks in 
different countries in Europe, and for the sake of record I should 
like to have Mr. Vanderlip explain the nature of the difference 
between a number of regional banks in this country and a number 
of central banks in the different countries of Europe, chiefly with 
reference to the practicability of this proposal for the United States. 

Mr. Vanderlip: 

Professor Sprague's familiarity with European conditions is so 
much greater than mine that I hesitate to answer that question. 
We have a homogeneous population. Banking conditions are af- 
fected by the same influences the country over. European countries 
are far more distinct in their financial relations than are different 
portions of the United States. I have no doubt that a single 
European bank would be an advantage over seven. That a number, 
one to each country, is workable, means that political boundaries are 
in a measure the boundaries of business; they are not altogether, 
but they are very much so, which would not be the case with us. 

Mr. W. C. Ford: 

You tell us that only as a last resort is rediscounting necessary. 
You also tell us that the big banks have no means of rediscounting. 
Did not the clearing house rediscount seventy-five millions of com- 
mercial paper here in 1907? Why is not that inevitable? 
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Mr. Vanderlip: 

The exercise of that power is inevitable under present conditions. 
We certainly ought to provide by law that we shall never have to 
use that power. 

Mr. Stein : 

In your judgment, how will the dividends of the national banks 
be affected by the proposed law? 

Mr. Vanderlip : 

That is a question that embraces the entire range of the subject. 
I might hazard a guess ; I believe it would be safer not to do so. 

In reply to a question concerning the effect of the bill on 
bank deposits, 

Mr. Vanderlip: 

Just a word on this general subject. The National City Bank 
has some seventy millions of country bank deposits. I estimate, 
as I said to the committee in Washington, a loss of fifty millions 
of such deposits. Fifty millions would mean the loss of all the cash 
we have in the vaults. What are we going to do? In the first 
place, a reduction of fifty millions in our deposits will reduce our 
reserve requirements proportionally. Second, the new law drops 
our reserve requirement from twnty-five to eighteen per cent. We 
should still be obliged either to reduce loans or to rediscount at the 
central bank. I believe there will be very considerable strain felt 
on the three central reserve cities in the first sixty days. I believe, 
however, that it will not be so great but that they can stand it. 
After that period, of course, the measure provides for great ex- 
pansion, possibly too great. 
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